INTHE UNITED STATESDISTRICT COURT
DISTRICT OF KANSAS

State of New Jersey and its
Division of Investment,

Plaintiff,
V. Case No. 03-2071-JWL
Sprint Corporation; William T. Esrey;
Ronald T. LeMay; Harold S. Hook; Charles
E. Rice LouisW. Smith; Linda Koch Lorimer;
Stewart Turley; DuBose Audley; Warren L.
Batts; Irvine O. Hockaday, Jr.; Arthur Krause,
and J.P. Meyer,
Defendants.

MEMORANDUM & ORDER

Pantff filed this proposed class action it on behdf of persons who purchased or
acquired Sprint FON common stock or Sprint PCS common stock on the open market from March
1, 2001 through January 29, 2003 (the “Class Period”). In its second amended complaint,’
plantff dleges violaions of Section 10(b) of the Securities Exchange Act of 1934 (the
“Exchange Act’), 15 U.S.C. § 78j(b), and the SEC's Rule 10b-5 promulgated thereunder, 17 C.F.R.
§ 240.10b-5 (fraud in connection with the sde of securities); and violaiors of Section 14(a) of

the Exchange Act, 15 U.S.C. § 78n(a), and the SEC’'s Rule 14a9 promulgated thereunder, 17

1On April 23, 2004, this court granted in part and denied in part defendant Sprint
Corporation and the individua defendants motion to dismiss the first amended complaint and,
in doing o, permitted plaintiff to file a second amended complaint. See State of New Jersey
and its Div. of Investment v. Sprint Corp., 314 F. Supp. 2d 1119 (D. Kan. 2004). At the same
time, the court granted in its entirety defendant Ernst & Y oung's motion to dismiss the first
amended complaint. Seeid.




C.FR. 8 240.14a-9 (proxy dSaement misrepresentations). Paintiff aso asserts agangt the
individud defendants dams under Section 20(a) of the Exchange Act, 15 U.S.C. 8§ 78t(a), which
imposes secondary ligbility upon persons who control persons primarily liable for violaions of
Section 10(b) and Rule 10b-5.

This matter is presently before the court on defendant Sprint and the individua defendants
motion to digmiss the second amended complant (doc. #84). As described below, the motion is

granted in part and denied in part.

Background

The following facts are taken from plantiff's second amended complaint and, for purposes
of andyzing defendants motion to dismiss, the court assumes the truth of these facts. Defendant
Sprint Corporation is a global communications company that provides locd, long distance and
wirdess sarvices. During the Class Period, defendant William T. Esrey was Sprint's Chairman and
Chief Executive Officer; defendant Rondd T. LeMay was its Presdent and Chief Operating
Officer; defendant Arthur Krause was Sprint's Executive Vice Presddent and Chief Financia
Officer; and defendant J.P. Meyer was Sprint's Senior Vice Presdent and Controller.  The
remaning individud defendants served on Sprint's Board of Directors during the Class Period.
According to the second amended complaint, Mssrs. Esrey and LeMay, who both joined Sprint in
1985, were primaily responsble for trandorming Sprint from a rura local telephone company
into one of the nation's largest locd, long distance and wirdess telecommunications companies.

During the Class Period, two classes of Sprint's common stock were actively traded on




the New York Stock ExchangeFON common stock (intended to track the economic performance
of Sprint's FON Group dividon) and PCS common stock (intended to track the economic
performance of Sprint's PCS Group divison). Like many other publicly traded companies, Sprint
pad its executives and certain employees, induding Mssrs. Esrey and LeMay, a portion of their
compensation in the form of Sprint common stock options. This case arises out of events that
occurred after Msss. Esrey and LeMay exercised certan options during 1999 and 2000.
According to plaintiff, Mssrs. Esrey and LeMay exercised options during 1999 and 2000 with an
aggregate taxable gan of $287 million. As a result of Msss. Esey’s and LeMay's option
exercises, Sprint derived ggnificat tax benefits in the form of deductions from its taxable
income. Plaintiff does not suggest that the options were improperly granted or exercised or that
Sprint acted improperly in taking the resulting tax deductions.

Because the exercise of options results in tax lidbility on the gain redized thereby, the
options exercised by Mssrs. Esrey and LeMay subjected them to dgnificant persond tax lidhility.
According to plantff, Mssrs. Esrey and LeMay would have needed more than $100 million in
cash, collectivdly, to pay the taxes associated with ther option exercises. Plantiff aleges that
Mssrs. Esrey and LeMay wanted to avoid this tax liddility entirdly and, thus, approached Ernst &
Young, the accounting firm that served as Sprint’s auditor, to seek advice as to how to go about
avoiding paying taxes on ther option gans. Thereafter, Mssrs. Esrey and LeMay purchased from
Erng & Young cetan “tax shdters’ which were desgned to diminade Mssrs. Esrey’s and
LeMay's tax obligaions with respect to the gans redized through the option exercises.

According to plantiff, the shelters involved a two-part transaction.  First, Msss. Esrey and LeMay
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used the options to engage in a swap-based transaction that was designed to turn income from the
options exercises into capita gans, which are taxed a a rate of 20 percent rather than the
gonificantly higher ordinary-income rate of closer to 40 percent. The second part of the
transaction, according to plantiff, was desgned to appear to generate a loss for tax purposes by
rasng the costs of the assetsthe Sprint shares-through the use of partnerships and trades in
currency options.

On September 5, 2000, after Mssrs. Esrey and LeMay had entered into the transactions
condituting the tax shdters, the IRS issued Cumulative Bulletin Notice 2000-36, which contained
Notice 2000-44. That Notice, in turn, outlined the IRS's postion that tax shelters smilar to the
ones that Ernst & Young sold to Mssrs. Esrey and LeMay were invdid and subject to chdlenge?
Specificdly, the Notice stated that the “purported losses resulting from the transactions (and from
ay dmilar arangements designed to produce noneconomic tax losses by atificidly overdating
bass in patnership interests) are not dlowable as deductions for federa income tax purposes.”
The Notice further stated that participants in such transactions may be subjected to appropriate
pendlties.

Notwithganding the IRS's pogtion, nether Mr. Esrey nor Mr. LeMay took any steps to
saidy ther tax lidbilites  According to plaintiff, Ernst & Young advised Msss. Esrey and LeMay

not to sdl shares to sidfy thar tax obligations even though, by tha point, Erng & Young and

2Notice 2000-44 did not address the specific transactions entered into by Mssrs. Esrey
and LeMay; it addressed in generd terms transactions smilar to the ones used by Mss's. Esrey
and LeMay.




Mssrs. Esrey and LeMay knew that the losses generated by the tax shelters would likely be
disdlowed by the IRS and that Mssrs. Esrey and LeMay would be ligble for the taxes due on the
exercise of their stock options.

In late 2000, Mssrs. Esrey and LeMay, according to plaintiff’s second amended complaint,
disclosed their “tax avoidance problem” to Sprint's Board of Directors. In December 2000, Sprint
and Erng & Young approached the SEC for guidance on whether Sprint could “unwind” or rescind
the option exercises, thereby nulifying Mssrs. Esrey’s and LeMay’s tax liadility. The SEC advised
Sprint that the ramifications of unwinding the transactions would be disastrous for Sprint in that
Sprint would lose the tax deductions it had taken upon Msss. Esey’'s and LeMay’'s option
exercises and, thus, would have to restate its earnings and refile its tax returns to pay back taxes
a a time when its cash was limited. Thus, Sprint rgected the possbility of unwinding the option
EXErCiSes.

According to plantiff, then, Sprint and the individud defendants knew by March 2001 (the
beginning of the Class Period) that Mssrs. Esrey and LeMay had entered into improper tax shelters
in an atempt to avoid paying over $100 million in taxes on ther option exercises, that the dedine
in the market prices of Sprint’s common stock precluded Mssrs. Esrey and LeMay from satisfying
their tax liabilities through the sdle of Sprint stock; that Mssrs. Esrey and LeMay were unable to
saidy ther likdy tax lidolity and were fadng certain financd ruin; and that the only method by
which Sprint could bail out its top two executives would have involved materidly restating Sprint's
results of operations for 1999 and 2000, refiling its tax returns and paying back taxes. Paintiff

dleges that, in ligt of these facts, it was clear to defendants by the start of the Class Period that
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there was a materid posshility or, more likdy, a substantiad probability that Msss. Esrey and
LeMay would no longer be able to run Sprint. As aleged by plaintiff in the second amended
complaint, a source close to Sprint was quoted in a Wall Sreet Journal atice dated February 6,
2003 as gating “Have you ever heard of a bankrupt CEO?’

Defendants did not disclose any of this information to investors. Instead, as alleged by
plantff, defendants “boasted” about the expected continued employment of Mssrs. Esrey and
LeMay. In Sprint's March 15, 2001 proxy statement filed with the SEC, Sprint stated that it had
“entered into new employment contracts with Mr. Esrey and Mr. LeMay, each dated February 26,
2001, designed to insure their long-term employment with Sprint, to provide competitive
compensation, and to link their compensation to shareholder value” (Emphass added in plaintiff's
second amended complaint).  According to plantiff, this datement concerning the long-term
employment of Mssrs. Esrey and LeMay—without any reference to the tax shelters and the “no-win
gtuation they had caused for Sprint’—was mideading when it was made because it was “clearly
predictable’ that Sprint was going to lose Mssrs. Esrey and LeMay as a result of the tax avoidance
problem discussed above.

Between late 2000, when defendants met with the SEC to discuss the possbility of
unwinding the transactions, and late 2001, defendants took no action to address the problems
presented by Mssrs. Esrey’s and LeMay’s “tax avoidance problem.” In late 2001, however, Msss.
Esrey and LeMay applied for and recelved tax amnesty from the IRS and thus were immune from
any pendties the IRS might levy if it ultimady concluded that the tax sheters utilized by Msss.

Esey and LeMay were invdid. Msss. Esrey and LeMay, however, were ill ligble for any unpad




taxes on the gans redized as a result of their option exercises (again, assuming the IRS ultimately
concluded that the shelters were invdid). By this time, however, Mssrs. Esrey and LeMay could
not sl their shares to cover their potentia tax liability because Sprint's common stock price had
declined dramdicdly such that Mssrs. Esrey’s and LeMay’s potentid tax liability far exceeded the
total vaue of ther Sprint holdings Thus according to plantiff, Mssys. Esey and LeMay dill
faced financid ruin as of late 2001.

Duwing 2002, Sprint's Board of Directors hdd over twenty medings dedicated to
discussng the tax problems and the “disma financiad condition” faced by Mssrs. Esrey and LeMay,
as wdl as the role Erng & Young played in promoting and sdling the tax shelters to Mssrs. Esrey
and LeMay. In contragt, the Board held only nine meetings during dl of 2000 and only seven
meetings during 2001. Notwithstanding these numerous mesetings concerning Msss. Esey and
LeMay (and, according to plantff, the “termination of Esrey and LeMay”), defendants again
touted the long-term employment prospects of Mssrs. Esrey and LeMay. In that regard, in Sprint's
March 15, 2002 proxy statement filed with the SEC, Sprint stated that it had “entered into new
employment contracts with Mr. Esrey and Mr. LeMay, each dated February 26, 2001, designed
to insure their long-term employment with Sprint, to provide competitive compensation, and to
link thar compensation to shareholder vdue.” (Emphess added in plantiffs second amended
complaint). Sprint made a virtudly identica statement in a Form 10-K filed with the SEC on
March 4, 2002 and in an amended Form 10-K filed with the SEC on March 5, 2002. According
to plantff, these doatements concerning the long-term employment of Msss. Esey and

LeMay-without any reference to the tax shelters and the “no-win dtuation they had caused for




Sprint”—were mideading when they were made because defendants knew by that time that it was
inevitable or, a a minmum, a materid posshility, tha Mssrs. Esrey and LeMay would no longer
serve as Sprint’ s top executives as aresult of the tax problems discussed above.

In June 2002, the Board learned that the IRS had begun formdly investigating Mssrs. Esrey
and LeMay in connection with the specific tax shdlters utilized by them.®> At that time, the Boad
hired the law firm of Davis Polk & Wardwell to assess what action Sprint should take. By October
2002, Davis Pok & Wardwel recommended to the Board the dismissd of Msss. Esrey and
LeMay in light of the tax shelter problems and the resulting conflict between Mssrs. Esrey and
LeMay and Ermngt & Young. During this same time frame, the Board hired an executive search firm
to begin searching for a new CEO. Defendants gill did not disclose to the public any information
concerning the tax problems faced by Mssrs. Esrey and LeMay.

On January 29, 2003, the Wall Street Journal reported on its website that both Mr. Esrey
and Mr. LeMay were leaving Sprint.  In response to this news, the market prices of both FON
common stock and PCS common stock fell consderably. In early February 2003, the Wall Street
Journa reported that Mssrs. Esrey and LeMay were forced out by Sprint as a result of the tax

shelter Stuation and its resulting effects on the executives' financid condition.

. Standard Gover ning Motion to Dismiss Pursuant to Rule 12(b)(6)

The court will dismiss a cause of action for falure to state a clam only when “it appears

3The IRS s audit of the tax shelters utilized by Mssrs. Esrey and LeMay is apparently
ongoing and no determination has been made about the vaidity of those shelters.
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beyond a doubt that the plantiff can prove no set of facts in support of his [or her] dams which
would entitle him [or her] to relief,” Poole v. County of Otero, 271 F.3d 955, 957 (10th Cir.
2001) (quoting Conley v. Gibson, 355 U.S. 41, 45-46 (1957)), or when an issue of law is
digpogtive. Neitzke v. Williams, 490 U.S. 319, 326 (1989). The court accepts as true al well-
pleaded facts, as didinguished from conclusory dlegaions, and dl reasonable inferences from
those facts are viewed in favor of the plantiff. Smith v. Plati, 258 F.3d 1167, 1174 (10th Cir.
2001). The issue in reolving a motion such as this is “not whether [thel plantiff will ultimately
prevall, but whether the clamant is entitled to offer evidence to support the clams” Swierkiewicz
v. Sorema N.A.,, 534 U.S. 506, 511 (2002) (quoting Scheuer v. Rhodes, 416 U.S. 232, 236
(1974)).

In the securities context, Rule 12(b)(6) dismisds are dfficult to obtain because the cause
of action deds primaily with “fact-gpecific inquiries’ such as maeridity. Grossman v. Novell,
Inc., 120 F.3d 1112, 1118 (10th Cir. 1997) (ctations omitted). Nonetheless, “courts do not
hestate to dismiss securities dams pursuat to Rue 12(b)(6) where the dleged mistatements
or omissons are planly immaterid, where the plantiff has faled to dlege with particularity
circumstances that could judify an inference of fraud under Rule 9(b),” or where the defendant
has no duty to disclose the information alegedly omitted. Id. a 1118-19 (&firming digtrict
court’'s Rule 12(b)(6) dismissa of securities fraud case where the defendant had no duty to
disclose the information dlegedly omitted).  Ultimately, when evduating defendants motions to
digmiss pursuant to Rule 12(b)(6), the court mugst evduate “the totality of the pleadings’ to

determine if plantff has stated an actionadble dam of securities fraud. See Adams v. Kinder-




Morgan, Inc., 340 F.3d 1083, 1092 (10th Cir. 2003) (citing City of Philadelphia v. Fleming

Cos, Inc., 264 F.3d 1245, 1261-62 (10th Cir. 2001)).

IIl.  Discussion

Defendants move to dismiss plantff's second amended complant in its entirety.
Specificdly, defendants move to dismiss dl dams on the grounds that they had no duty to
disclose that the termination of Msss. Esey and LeMay was “inevitable’ or a “materid
posshility;” that the dams are precluded by the safe harbor for forward-looking statements
contained in the Private Securities Litigation Reform Act of 1995 (“PSLRA”); and that the
dlegations contained in plaintiff’'s second amended complaint do not permit a strong inference
of scienter as required by the PSLRA. Defendants move to dismiss plaintiff's section 14(a) clam
for the additiond reason that plantiff fals to dlege any causal connection between any transaction
for which gpprovd was sought through a proxy daement and any dleged injury.  Findly,
defendants move to dismiss ay dams based on Sprint's statements concerning Mr. Esrey’s
cancer diagnoss. As explaned bdow, defendants motion is granted to the extent plaintiff’'s
dams are based on Sprint’s statements concerning Mr. Esrey’s cancer diagnosis and is otherwise

denied.

A. Duty to Disclose
Hantiffs dams are based on defendants falure to disclose, in connection with Sprint's

datements concerning the long-term employment of Mssrs. Esrey and LeMay, any information
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about the tax shelter stuation and the fact that, as a result of that Stuation, the termination of the
employment of Mssrs. Esrey and LeMay was dther inevitdble or a dgnificant possibility.  Absent
an independent duty to disclose, however, nondisclosure cannot serve as the basis for liability
under the federal securities laws. See Grossman v. Novell, Inc., 120 F.3d 1112, 1125 (10th Cir.
1997) (dting Basic Inc. v. Levinson, 485 U.S. 224, 239 n.17 (1988)); see also In re Time
Warner Inc. Securities Litig., 9 F.3d 259, 267 (2d Cir. 1993) (“[A] corporation is not required to
disclose a fact merdy because a reasonable investor would very much like to know the fact.
Rather, an omission is actionable under the securities laws only when the corporation is subject
to a duty to disclose the omitted facts”). Courts have recognized an independent duty to disclose
in only a handful of circumstances-when disclosure is necessary to make statements that have
been made not mideading, see Grossman, 120 F.3d at 1125 (“if a defendant makes a statement
on a paticular issue, and that dtatement is fdse or later tuns out to be false, the defendant may
be under a duty to correct any mideading impression left by the statement”); Connett v. Justus
Enterprises of Kansas, Inc., 68 F.3d 382, 385 (10th Cir. 1995) (in order to be actionable, an
omisson mus render mideading the dafirmaive dSatements actudly made) (cting Jensen v.
Kimble, 1 F.3d 1073, 1077 (10th Cir. 1993)), when discloswe is mandated by statute or
regulation, see, e.g., Backman v. Polaroid Corp., 910 F.2d 10, 20 (1st Cir. 1990), and when
disclosure is required by virtue of a fiduciary-type reationship, see SEC v. Cochran, 214 F.3d
1261, 1264 (10th Cir. 2000) (citing Chiarella v. United Sates, 445 U.S. 222, 228 (1980)).

According to plaintiff’s theory of the case, defendants had a duty to disclose information

about the tax sheters and the dggnificant posshility or inevitadlity that Mssrs. Esrey’s and
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LeMay's employment would be terminated because, in the absence of such disclosures, Sprint's
datements about the long-term employment of Msss Esey and LeMay were mideading.
Defendants contend that dismissal of plantiff’s case is appropriate because they smply had no
duty to disclose that the termination of Mssrs. Esrey’s and LeMay’s employment was a sgnificant
posshility or inevitable. In tha regard, defendants fird maintain that disclosure was not required
because the terminaion of Mssrs. Esrey’s and LeMay’s employment was not under “active and
serious condderdtion” a the times of Sprint's datements concerning the long-term  employment
of Msss. Esrey and LeMay.

Defendants argument that the termination of Mssrs. Esrey’s and LeMay’'s employment
must have been under “active and serious condderation” at the times of the statements before
Sprint was required to disclose the information flows from the Second Circuit's decision in In re
Time Warner Inc. Securities Litigation, 9 F.3d 259 (2d Cir. 1993), a case on which this court
relied in resolving defendants initid motion to dismiss.  As the court summarized in its previous
order, Time Warner, saddled with over $10 billion in debt as a result of a recent merger, made
severd public satements about its efforts to find “drategic partners’ who would infuse hillions
of dollars of capital into the company. See id. a 262. During the same period of time tha the
company was meking these datements (and other statements concerning the datus of ongoing
drategic partnership discussons), the company was dso conddering (and ultimately chose) an
dterndive method of rasng capitd—-a new stock offering that substantidly diluted the rights of
the existing shareholders. See id. The plantiffs filed a section 10(b) dam agangt the company

based, among other things, on the company’s falure to disclose that it was conddering an
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dternative method of raising capitd. Seeid.

The didrict court concluded that the <tatements concerning the search for drategic
partnerships were accurate when made and that subsequent events did not obligate Time Warner
to correct or update those satements. See id. a 263. On apped, the Second Circuit reversed the
digrict court’s decison. Specificaly, the court held that “when a corporation is pursuing a
gpecific busness goal and announces that goal as well as an intended approach for reaching it, it
may come under an obligation to disclose other approaches to reaching the god when those
approaches are under active and serious congderation.” 1d. at 268.

Looking to the Time Warner case for guidance, this court concluded in its prior order that
because plantiff had articulated during ora argument the theory that Sprint was congdering an
alterndtive (indeed, a mutudly exdusve dterndive-the termination of Mssrs. Esey’s and
LeMay's employment) at the time it made statements touting the long-term employment of Msss.
Esey and LeMay, plantff would be permitted to amend its complant to daify that theory and,
assuming plantiff could support the theory with the requisite facts, that the theory was sufficient
to survive defendants motion to dismiss. Now, defendants essentidly contend that the dlegations
in plantiffs second amended complaint are insufficient, under Time Warner, to support the
theory articulated by plantff during ora argument. That is, defendants contend that the
dlegations in the second amended complant, even if true, amply do not permit the concluson
that the terminaion of Mssrs. Esrey’s and LeMay's employment was under “active and serious
congderation” in March 2001 or even in March 2002, when the challenged statements were made.

The court disagrees. Assuming that the “active and serious condderation” dandard is the
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appropriate standard by which to measure defendants conduct, the question of what defendants
were conddering in March 2001 and March 2002, and to what extent they were conddering any
paticular subjects, is not one that can be resolved on a motion to dismiss. Stated another way, the
court cannot say as a matter of law that plantff will be unable to prove any set of facts which
would entitle it to rdief. In the second amended complaint, plaintiff specificdly dleges that
defendants, by March 2001, knew that Mssrs. Esrey and LeMay had entered into tax shelters in an
attempt to avoid paying over $100 million in taxes on ther option exercises, knew that the IRS in
dl likdihood would conclude that the tax shelters were improper and, thus, that Mssrs. Esrey and
LeMay would face massve tax liadlities knew that Mssrs. Esrey and LeMay would be unable to
saidy ther tax ligblities through the sde of Sorint stock; and knew that Sprint was not going to
“ball out” Mss's. Esrey and LeMay by unwinding the option exercises.

It is reasonable to infer from these dlegations that defendants knew that Mssrs. Esrey’s and
LeMay's dhility to continue to lead Sprint was in jeopardy. See Smith v. Plati, 258 F.3d 1167,
1174 (10th Cir. 2001) (on a Rule 12(b)(6) moation, court accepts as true al well-pleaded facts and
dl reasonable inferences from those facts are viewed in favor of the plaintiff). Whether and to
wha extent defendants were “conddeing” the termindion of Msss. Esrey and LeMay's
employment (and, & a more basc level, what type of conduct might condtitute “active and serious
condderation”) are fact quedions to be resolved on a motion for summary judgment, if
appropriate, or by ajury.

Defendants dso maintain that plantiff's cdams must be dismissed because the dams ae

based on the inaccurate assumption that Mssrs. Esrey and LeMay would be “financidly ruined” if
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the IRS concluded that the tax shelters were improper. According to defendants, Mssrs. Esrey and
LeMay were not necessarily facing finenda ruin because Sprint consdered extending loans to the
executives to cover ther tax lidbilities In that regard, defendants highlight language in the
employment contracts dated February 26, 2001 dating that “It is the current intent of the Board
to view favorably the Executive's request for a Loan Arrangement,” and that loans could be
extended “to pay taxes associated with the retaining ownership of Sprint stock” or “to pay taxes
associated with the acquidtion of Sprint stock.”  While Sprint did not ultimately extend such loans,
defendants contend that this language shows that any “financia ruin” of Mssrs. Esrey and LeMay
was not a foregone concluson and, consequently, the inference that plaintiff draws in the second
amended complaint is unwarranted.

Like defendants previous agument, the court concludes that this argument cannot be
resolved in the context of a Rule 12(b)(6) motion. A reasonable inference can be drawn from the
dlegations in plantiff’s complaint that tax ligbiliies of $100 million would, in dl likelihood,
force Msss. Esey and LeMay into “financid ruin” Despite the fact that Msss Esey’'s and
LeMay's employment contracts left open the possbility that Sorint would extend loans to the
executives, Sprint never did extend the loans and a reasonable inference can be drawn from the
dlegations in plaintiff's complaint that it was highly unlikdly that Sprint was going to extend loans
of $100 million to the executives. At the very leadt, plantiff is entitled to discovery concerning

the extent to which Sprint actualy considered extending such loans to its executives:*

“In ardated argument, defendants assert that plaintiff’s claims are based on another
inaccurate assumption-the assumption that Mssrs. Esrey and LeMay would necessarily be fired
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Hndly, defendants assert that they had no duty to disclose the possible or inevitable
teemination of Msss. Esey’s and LeMay's employment because Sprint's statements concerning
Mssrs. Esrey and LeMay did not “foreclose the posshbility” that the executives might later be
terminated. In support of this argument, defendants rely on the Second Circuit's decison in San
Leandro Emergency Medical Group Profit Sharing Plan v. Philip Morris Companies, 75 F.3d
801 (2d Cir. 1996). In San Leandro, Philip Morris, through the first quarter of 1993, engaged
in a marketing dSrategy to increase sdes of its premium cigarette brands. See id. at 805. That
drategy conssted of narowing the price gap between premium and discount cigarettes by
increesing the prices of both premium and discount brands and by increasing discount brand prices
by an even grester margin to make the discount brands less atractive and thereby induce customers
to buy premium brands. Id. The plan was unsuccessful and, thus, a the end of the first quarter of
1993, Philip Morris adopted a new marketing strategy that involved reducing the price of its most
popular and largest sdling premium brand by $0.40 per pack, a move edimaed to reduce its
earnings by $2 billion in 1993. Id. Following this announcement, Philip Morris stock dropped
amost 25 percent. Id.

The plantffs filed a section 10(b) clam agangt Philip Morris and contended that Philip
Morris had a duty to disclose its consideration of the dterndive busness plan in order to prevent

vaious prior statements from becoming mideading. See id. a 804. The Second Circuit affirmed

because they faced financid ruin. Again, the court cannot resolve this argument on amotion to
dismiss. Sufficeit to say, the dlegationsin plaintiff’s second amended complaint support the
inference that Mssrs. Esrey’ sand LeMay’ s persond financia status would affect their
continued employment as Sprint’ s top two executives.
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the dismissd of the plantiffs complaint, in large part because the Circuit was “concerned . . .
about interpreting the securities laws to force companies to give ther competitors advance notice
of sendtive pricing information.” See id. a 809. Ultimaedy, the Circuit hed tha Philip Morris
did not have a duty to disclose the dternative plan because the “single, vague statement” pertinent
to plantiffs clam (that the company’s “main focus this year would be on profits not market
shae’) “cannot have led any reasonable investor to conclude that Philip Morris had committed
itself to a particular marketing strategy and had foreclosed al dternatives” Seeid. at 810.

According to defendants, then, San Leandro requires dismissd of plantiff’s second
amended complant because Sprint's statements cannot reasonably be read to have foreclosed the
posshility that Mssrs. Esrey’s and LeMay’s employment might be terminated. The court reects
this argument. As an initid matter, the San Leandro case is readily diginguishable from this one
as the Circuit's decison in San Leandro was based in large part on its reluctance to require a
company to disclose its marketing plans to its competitors.  In any event, while Sprint's Statements
concerning its employmert contracts with Mssrs. Esrey and LeMay may not have foreclosed the
posshility that at some point in the future Mssrs. Esrey and LeMay might not be employed with
Sprint, the datement that the contracts were “dedgned to insuré’ long-term employment can
reasonably be read to convey the messge that, at least in Sprint's view, Msss. Esrey’s and
LeMay's long-term employment was cetan. See, eg., Webster’s Third New International
Dictionary 1173 (1986) (defining “insuré’ as “to declare to with confidence’ or “to promise
solemnly”); American Heritage Dictionary 667 (2d College ed. 1985) (defining “insre” as to

meke “sure’ or “certan’). Stated another way, unlike the statement in San Leandro, Sprint's
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datement that the contracts were “desgned to insure’ the long-term employment of Msss. Esrey
and LeMay could reasonably have led an investor to conclude that the termination of Mssrs.
Esey's and LeMay's employment (at least in the near future) was smply not an option from
Sprint’s perspective.

In sum, the court rgects, at least a this juncture, defendants arguments that it did not have
a duty to disclose information concerning the possible or inevitable termination of Msss. Esey’s

and LeMay’ s employment.

B. Safe Harbor for Forward-Looking Statements

Defendants dso move to dismiss plaintiff's second amended complaint on the grounds that
the gpecific dSatements that plantiff aleges were mideading conditute “forward-looking
datements’ protected by the PSLRA’'s safe harbor provison. See 15 U.S.C. § 78u-5. A
“forward-looking statement” is defined as:

(A) a daement contaning a projection of revenues, income (including income

loss), earnings (induding earnings loss) per share, capitd expenditures, dividends,

capitd Structure or other financid items;

(B) a datement of the plans and objectives of management for future operations,
including plans or objectives rdating to the products or services of the issuer;

(C) a datement of future economic performance, including any Statement contained
in a discusson and andyss of financid condition by the management or in the
reults of operations included pursuant to the rules and regulations of the
Commisson,

(D) ay daement of the assumptions undelying or rdaing to any Satement
described in subparagraph (A), (B), or (C);
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(E) any report issued by an outsde reviewer retained by an issuer, to the extent that
the report assesses a forward-looking statement made by the issuer; or

(F) a datement containing a projection or edimate of such other items as may be
specified by rule or regulation of the Commission.

Id. 8 78u-5(i)(1)(A) - (F).

The safe harbor has two independent prongs-one focusing on the defendant’'s cautionary
datements and the other on the defendant’'s state of mind. See Southland Securities Corp. V.
INSpire Insurance Solutions, Inc., 365 F.3d 353, 371 (5th Cir. 2004) (ating 15 U.S.C. 88
78u-5(c)(1)(A) & (B)). Under the first prong, there is no liability if, and to the extent that, the
forward-looking satement is “identified as a forward-looking statement, and is accompanied by
meaningful cautionary statements identifying important factors that could cause actud results to
differ maeridly from those in the forward-looking statement.” 15 U.S.C. 8§ 78u-5(c)(1)(A).°
Under the second prong, there is no liddility if the plantff fals to prove that the statement, if
made by a business entity, was made by or with the gpprova of an executive officer of that entity
with actua knowledge by that officer that the datement was fdse or mideading. Id. a §
78u-5(c)(1)(B)(ii)..

Assuming, without deciding, that the statements concerning Sprint's employment contracts

SUnder the first prong, a defendant can dso avoid lighility if the forward-looking
datement isimmaterid. Seeid. 8 78u-5(c)(1)(A)(ii). Defendants do not raise the materidity
issue in their mation to dismiss.

®Although the second prong is written as a safe harbor, “the effect isto change the
elements of afraud action” in that actud knowledge of fasty or mideading character is
required as opposed to a showing of recklessness as sufficient scienter. See 3AlanR.
Bromberg & Lewis D. Lowenfds, Securities Fraud and Commodities Fraud § 6.36 (2d ed.
2004).
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with Mssrs. Esrey and LeMay fdl within the statutory definition of “forward-looking statements,”’
the court nonetheless denies defendants motion on this issue. It is undisputed that Sprint did not
identify the statements as forward-looking and that the statements were not accompanied by any
cautionary datements.  Accordingly, plantiff may properly dlege a cdam based on thee
statements if they were made with actuad knowledge that they were false or mideading. The court
concludes that plantiff has adequately pled in its second amended complaint that defendants knew
that the statements concerning Sprint's employment contracts with Msss. Esrey and LeMay were
mideading because the statements were made at a time when the continued employment of Msss.
Esrey and LeMay was in serious doubt. Thus, the court cannot say as a matter of law that
defendants are ettitled to the protections of the safe harbor. See In re AOL Time Warner, Inc.
Securities and “ ERISA” Lit., 2004 WL 992991, a *19 (S.D.N.Y. May 5, 2004) (denying motion

to dismss on sfe harbor grounds where plantff pled that defendant ether knew or recklesdy

"While the court need not decide at this juncture whether the satements congtitute
“forward-looking statements,” the court questions whether the statements would qudify as
“forward-looking statements,” particularly as plaintiff alegesthat the gatements were
rendered mideading due to Sprint’s omissions concerning the tax shelter Situation. See, e.g.,

In re MobileMedia Securities Lit., 28 F. Supp. 2d 901, 930 (D.N.J. 1998) (“Allegations based
upon omissions of exigting facts or circumstances do not condtitute forward looking

statements protected by the safe harbor of the Securities Act); accord AES Corp. v. Dow
Chem. Corp., 2001 WL 34367296, at *4 (D. Dd. Jan. 19, 2001). Moreover, the statements
that Sprint “entered into new employment contracts.. . . desgned to insure their long-term
employment” are arguably statements of present fact rather than forward-looking statements.

See 2 Thomas Lee Hazen, Treatise on the Law of Securities Regulation 477 (4th ed. 2002) (a
statement of present fact is not aforward-looking statement subject to the protection of the

safe harbor); In re AOL Time Warner, Inc. Securities & “ ERISA” Lit., 2004 WL 992991, at
*19 (S.D.N.Y. May 5, 2004) (prediction concerning rising revenues fell outside the scope of

the safe harbor because prediction was combined with stlatements of existing facts).
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disregarded the true financid condition of AOL when he spoke publicly).

Defendants maintain that plaintiff's allegations of actua knowledge in the second amended
complant are conclusory and, thus, insufficient to withgdand a motion to dismiss  The court
disagrees. Paintiff has dleged that the defendants knew the potential tax liability that Mssrs.
Esrey and LeMay faced; knew that, in dl likeihood, the IRS would one day determine that the
shelters were invdid and come to collect the ligbility; and knew that the ligbility would bankrupt
Mssrs. Esrey and LeMay and that, as a result, Mssrs. Esrey’s and LeMay’s continued ability to lead
Sprint was in grave doubt. These dlegations, then, “raise the possibility—no greater confidence is
possble before discovery”—that defendants knew that circumstances existed that made the long-
term employment of Mssrs. Esrey and LeMay quedionable (even unlikely) but omitted those
crcumstances from the datements concerning the long-term employment of Mssrs. Esrey and
LeMay in order to (mideedingly) assure investors (who, according to the second amended
complaint, beieved that Mssrs. Esrey and LeMay's leadership was criticd to Sprint's continued
success) that Sprint's future included Msss. Esrey and LeMay a the hdm. See Asher v. Baxter
Int'l Inc., 377 F.3d 727, 734-35 (7th Cir. 2004) (reverang digrict court’s dismissa of securities
fraud complant on safe harbor grounds, dlegations in complant were sufficient to rase
posshility that defendant had actuad knowledge of falsity and no more is required, or even
possble, at pleading stage). Thus, the complaint cannot be dismissed under the safe harbor. See

id.

C. Scienter
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Defendants next move to digmiss plantffs section 10(b) and section 14(a) clams on the
grounds that plantiff has faled to dlege facts permitting a strong inference that defendants failed
to disclose materid facts with the requisite state of mind as required by the PSLRA. To satisfy
the pleading requirements of the Reform Act, plantff “mugt (1) specify dl alegedly mideading
gatements and the reasons why those dsatements are mideading, and (2) state with particularity
facts gving rise to a srong inference that defendants made those statements with the requisite
scienter.”  Pirraglia v. Novell, Inc., 339 F.3d 1182, 1188 (10th Cir. 2003) (cting 15 U.S.C. §
78u-4(b)). The appropriate level of scienter for a primary violation of section 10(b) is “a menta
state embracing intent to decelve, manipulate, or defraud, which includes recklessness.” City of
Philadelphia v. Fleming Cos., 264 F.3d 1245, 1259-60 (10th Cir. 2001) (citations omitted).
Thus to edtablish scienter in a section 10(b) securities fraud case dleging non-disclosure of
potertidly materid facts, plantiffs “must demonstratee (1) the defendant[s] knew of the
potentidly materid fact, and (2) the defendant[s] knew that failure to reved the potentidly
materid fact would likdy midead investors” Pirraglia, 339 F.3d at 1191 (quoting Fleming, 264
F.3d a 1261). The requirement of knowledge in this context “may be saisfied under a
recklessness standard by the defendant’'s knowledge of a fact that was so obvioudy materia that
the defendant must have been aware both of its maeridity and that its non-disclosure would likely

midead investors” Fleming, 264 F.3d at 1261.8

8Defendants concede that the applicable state of mind with respect to plaintiff’s section
14(a) clam is negligence rather than fraud or recklessness. See 2 Thomas Lee Hazen,
Treatise on the Law of Securities Regulation 428-29 (4th ed. 2002) (negligence is sufficient
to state aclam under the proxy rul€’ s antifraud provisions) (collecting cases). Defendants

22




In ther motion to dismiss defendants contend that plantff does not plead with the
requiste particularity facts tending to show that defendants knew that their falure to disclose the
gonificant posshility or the inevitability that the employment of Msss. Esey and LeMay would
be terminated would likely midead investors. The court disagrees. As explained above in
connection with defendants safe harbor argument, plantiff has dleged facts auffident to raise the
posshility that defendants knew that the long-term employmet of Mssrs. Esrey and LeMay was
improbable and faled to disclose this information in an effort to convince investors that Sprint's
future included its brightest sars, Mssrs. Esrey and LeMay. Defendants motion is denied on this

issue,

D. Section 14(a) Claim

Defendants assert that plantiff's section 14(a) clam fals for the additiona reason that
plaintiff has not alleged a causa connection between any transaction for which approva was sought
through a proxy datement and any dleged injury. The only transactions for which authorization
was ought through the chdlenged 2001 and 2002 proxy statements were (1) the approva of the
appointment of Erngt & Young as Sprint's independent auditor; and (2) the dection of Msss.
Esrey and LeMay as directors. Faintiff’s cdlam is based upon the gppointment of Ermngt & Young
and, according to defendants, plantff cannot identify any loss semming from this transaction.

Defendants, however, raised this argument in connection with their previous motion to dismiss and

argue in ther brief that dismissa of plaintiff’s section 14(a) claim is gppropriate for falure to
alege facts supporting the concluson that defendants acted negligently.
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the court, in resolving that argument, concluded that plaintiff adequately pled a loss stemming
from the gppointment of Ermng & Young as Sprint’s auditor. Thus, for the reasons set forth in the

court’s previous memorandum and order, this argument is rejected.

E. Satements Regarding Mr. Esrey’ s Cancer Diagnosis

Hndly, defendants move to dismiss plantiff's second amended complant to the extent it
asserts a dam based on statements made concerning Mr. Esrey’s cancer diagnoss. In that regard,
plantff aleges that Sprint, in a November 2002 article in the Kansas City Sar, stated that Mr.
Esrey had been diagnosed with lymphoma, that his illness was considered “highly treatable,” and
tha Mr. Esey would “continue his ful day-to-day responghiliies while he undergoes
chemotherapy.” Hantiff further dleges tha defendants made essentidly the same Staement in
a Form 10-Q filed with the SEC in November 2002. According to plaintiff, these statements were
mideading because defendants, at the time the Statements were made, knew that “Mr. Esrey was
about to be fired for reasons unrelated to his unfortunate health condition.”

Defendants contend that dismissal of these dlegations is appropriate because the
satements, unlike the statements concerning Sprint’s employment contract with Mr. Esrey, make
no reference to Mr. Esrey’s “long-term employment,” do not purport to make any kind of
“guarantees’ with respect to Mr. Esrey’s future at Sprint and do not suggest how much longer Mr.
Esrey would reman with Sprint. To the contrary, the statements suggest only that Mr. Esrey was
continuing his “day-to-day” management of Sorint and, according to defendant, there are no
dlegaions that Mr. Esrey was not fufilling his day-to-day responshbilities at that time.  Paintiff's
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response to defendants motion to dismiss does not address these arguments in any fashion. Thus,
the court deems plantiff to have abandoned any dam based on statements concerning Mr. Esrey’s

cancer diagnosis and defendants’ motion to dismiss is granted on this issue.®

IT IS THEREFORE ORDERED BY THE COURT THAT defendant Sprint Corporation
and the individud defendants motion to digmiss the second amended consolidated class action
complaint (doc. #34) is granted in pat and denied in part. The parties are hereby referred to

paragraphs 5 and 6 of the First Phase Scheduling Order for further scheduling in this case.

IT ISSO ORDERED.

°In resolving defendants motion to dismiss the first amended complaint, the court
noted that plaintiff had aluded in its briefing to the statements concerning Mr. Esrey’ s cancer
but that it was unclear whether plaintiff intended to state a claim based on those statements.
The court then stated that “to the extent an argument can be made that this Satement is
andogous to the ‘long-term employment’ statements discussed above, the court will permit
plaintiffs to amend their complaint to include these dlegations should they choose to do s0.”

To the extent that plaintiff, in responding to the motion to dismiss the second amended
complaint, declined to address the merits of defendants arguments concerning the statements
about Mr. Esrey’ s cancer diagnosis based on a perception that the court already concluded that
the statements would survive such a motion because they were andogous to the “long-term
employment” statements, that perception would be inaccurate. Significantly, defendants have
presented compelling arguments that the statements concerning Mr. Esrey’ s cancer diagnosis
are, in fact, not analogous to the “long-term employment” statements. Thus, plaintiff’ sfalure
to respond is not excused by the court’s order regarding the first motion to dismiss.
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Dated this 3¢ day of September, 2004, at Kansas City, Kansas.

5/ John W. Lungstrum

John W. Lungstrum
United States Digtrict Judge
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